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The Tax Reform Act of 1986 (TRA) contained
provisions that could greatly reduce the tax shelter
benefits of partnerships [1]. This article discusses
the use of partnerships as a means for individuals to
shelter income from taxation and seeks evidence on
the effects of TRA for 1987, the first year affected by
the new law.

The first section of this article provides a brief
background on the treatment of partnership income
in the pre- and post-Reform periods and on the
elements that contribute to atax shelter. The second
section examines time series data on the income and
deficits of partnerships, focusing on how 1987 com-
pares with earlier years. Partnership income and
losses as reported on tax returns of individual
partners are analyzed in the third section, again
focusing on the differences between 1987 and earlier
years. The final section summarizes results and
conclusions.

TAX SHELTERS AND THE TAXATION OF
PARTNERSHIP INCOME

A partnership is not a taxable entity. Each partner-
ship files an information return (Form 1065) with the
Internal Revenue Service (IRS), which shows the
partnership’s taxable income or loss for the year and
the allocation of that income or loss to the separate
partners. Partners can be individuals, corporations,
other partnerships or virtually any other legal entity.
As partners calculate their annual tax liabilities, they
include their distributive shares of income and
deductions from the partnership along with income
from other sources.

Tax shelters are generally defined as investments
“in which a significant portion of the investor’s return
is derived from the realization of tax saving with
respect to other income, as well as the receipt of

tax-favored (or, potentially, tax-exempt) income from
the investment itself' [2]. Tax shelters commonly
involve one or more of the following advantages:

o Deferral of tax liability through the use of tax
provisions or tax preferences that accelerate
deductions. Deferral, in effect, produces an

_interest-free loan from the Government to the
taxpayer. Examples of such provisions are
accelerated depreciation and expensing of in-
tangible drilling costs.

e Conversion of ordinary income into capital
gains or other forms of income subject to lower
rates of tax.

® Leveraged purchasing which magnifies the
other tax advantages.

Because of its nature as a "flow-through entity"
and its flexibility in allocating income among
partners, the partnership form provides an attractive
structure for tax shelters. Individuals with substantial
amounts of positive income from other sources,
such as wages and salaries or self-employment
earnings, could invest in partnerships and offset
some (or even all) of that income with their distribu-
tive share of any tax losses from the partnership. If
they invested in a "limited" partnership (as opposed
to a “general" partnership), they could receive the
limited liability benefit comparable to corporations as
well as the flow-through benefit of partnerships
[3,4,5,6].

One of the main goals of the 1986 Tax Reform Act
was to reduce the ability of individual taxpayers to
offset income with losses from tax shelters, thereby
lowering their tax liabilities [7]. The Tax Reform Act
of 1986 took several steps to reduce the attractive-
ness of tax shelters, including:
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. 0 eliminating .the preferential tax rate on net -0 - Before Tax Reform,: portfolio income (YJ) ini-

_Iong-term caprtal gains; - : cluded only 40 percent of most long-term capi-
L tal gains, whereas after TRA, 100 percentwere
¥ reducrng the acceleratron of. deprecratlon included. : :
deductlons C

- ' , .0 BeforeTax Reform passrve |ncome (YK) could

o lowerlng overall marglnal tax rates and be. positive or negative in the YT equation.

: After Tax Reform, it could not be nega-

© imposing limitations on "passrve losses." tive. While this does not appear to be a Sig-

. nificant change, the large passive losses (YK)

‘While the passrve loss limitations apply to losses . that were prevrously used to offset active (YA)

that individuals ‘receive -from ‘most forms of flow- or portfolio (Y, J) income. could now only be
through businesses, they particularly concern ~ used to offset passive (YK) gains.

partnerships. -(The passive loss limitations- do not
apply to corporations or other taxable entities.) They
mean that “"passive” partners those who do not
“materrally participate” in the business of the firm,

Although some relref was’ provrded through
~phase-in rules, it was hypothesrzed that tax shelter
partnershrps were dealt a very serious, if not' fatal,

which include most limited partners, can no longer blow by these provisions [10]." Specifically, it would
use any temporary losses generated by the business be expected that net lossés would decline ‘and net
to offset “active” income from sources such as wages income would rise, and that loss partnerships, par-
and: salaries; or,from "portiolio jncome" such as ticularly limited ones; would become less attractive.
interest and dividends [8]. (Exceptions were One test of this’ hypothesrs would ‘compare: actual

o ,provrded for certain partners for losses from oiland  datafrom 1987 with estimates of expected gainsand
gas operations and from certain real estate ac- losses based on amodel of ‘pre-TRA behavior. Inthe

absence ofa relrable modeél, an alternative approach
as reflected in-this’ article, would be to examine tax
return data for partnershrps and partners for years
‘before and after the enactment offTRA for evrdence
'of the antrcrpated response ' :

tivities.) -

The basrc mechanlcs of the pre- and post- Reform
taxatron of partnershrp income at the individual level
canbe |llustrated as follows using categorles intro-

duced by TRA. Let
EXAMINATION OF PARTNERSHIP DATA

YA=" "Active Income _which includes wages, ~ Some of the significant trends in partnership data
w. o . salaries, and other types of earned income; for 1981-1987 are presénted in Figures A through C.
SRR In each figure, the data are presented by type of
Yy = A"Portfolro lncome" WhICh mcludes mterest partnership-(general or limited) and-overall profit (i:e:,
.+ ;dividends, most. capital: gains, and other gain or loss in "ordinary" income, with capital garns
- .types of taxable mvestment income; ;- excluded) as well as in total oo
YK = “Passrve lncome" Wthh rncludes taxable o Frgure A shows the. number of partnershrps for
income or loss generated by a business such these four categories. The total number of partner-
" as a limited: partnership or-S.Corporation in ships grew "quite steadily in the 1981-85 period,
~which the.individual does not mater la"y par- dropped slightly for 1986, then dropped substantially
r.trcrpate [9] and R S for.1987. The data for.each of the four.classes show
P where the changes occurred. "All four typés
YT.= The sum. Of actrve (YA) P°ftf0|l° (YJ) and registered consistent increases through 1985, with
passive, (YK). income.which correspondsto  limited. partnerships . (both those with a-gain, and
.. adjusted gross income prior to adjustments those:with-a. loss). rising at a.more- raprd rate:than
in both the pre- and post-Tax Reform penods general partnershrps - :
Thus YT YA + YJ + YK S s " Atter 1985, however profrts (or the lack thereof)
provrded the:.common . factor -for. increasing;;or
The drfferences in YT before and after Tax Reform decreasing numbers. The 1985-86 declrne occurred

are ‘mainly in YJ and YK_. - Co among gain-partnerships, both.general and: Jimited,
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Figure A.—Number of Partnerships by Type of Partnership
and Gain or Loss Status, Income Years 1981-1987

[Number of partnerships are in thousands}

Type of partnership
income Al
Year partnerships General Umited
With gain With loss With gain With loss
(U] @ ] (O]
1,461 677 576 75 133
1,514 707 581 87 139
1,542 707 601 82 152
1,644 750 636 101 157
1,714 774 660 107 173
1,703 766 663 92 181
1,648 769 617 96 166

Sources: See note following Figure C.

and the larger drop between 1986 and 1987 oc-
curred only among loss partnerships, again for both
general and limited. The decline in the number of
loss partnerships for 1987 is consistent with the
expected response to TRA.

The overall number of partners, as shown in Fig-
ure B, exhibited steady and uninterrupted growth
throughout the entire period, even for years in which
the number of partnerships dropped. The number
of partners in limited partnerships grew much more
rapidly and constantly than those in general partner-
ships, which can be attributed to the growth of tax
shelters. The number of partners of gain general
partnerships show a large decline for 1985, while the
number of partners in loss general partnerships
declined for 1987, as predicted.

Figure B.—Number of Partners by Type of Partnership and
Gain or Loss Status, Income Years 1981-1987

[Number of partners are in thousands)

Type of partnership
|l Al .
gt partnerships General Limited
With gain With loss With gain With loss
1) @ @ @
9,095 2,883 2,036 1,628 2,548
9,765 2,886 2,167 2,027 2,684
10,589 2,939 2,216 2,488 2,947
12,427 3,527 2,215 3,082 3,603
13,245 2,990 2,340 3,680 4,234
15,301 3,061 2,426 4,709 5,105
16,963 3,185 2,255 6,054 5,469

Sources: See note following Figure C.

The overall profits (excluding capital gains) of
partnerships are shown in Figure C. In total, partner-
ships had net losses in ordinary income throughout
the entire period, peaking initially for 1982, a reces-
sion year, and again at $17 billion for 1986, the last
pre-Reform year. Net income for gain partnerships
(both general and limited) grew every year between
1981 and 1987. Losses for both general and limited

loss partnerships also increased persistently
through 1986, but then declined for 1987, dropping
by $4.6 billion. (The only exception came for 1983
when losses for loss general partnerships shrank a
bit from the previous year, probably reflecting some
recovery from the 1982 recession.) The pattern of
changes in netincome for 1987 is consistent with the
expected response to TRA.

Figure C.—Partnership Gain. or Loss in Ordinary Income
by Type of Partnership and Gain or Loss Status, Income
Years 1981-1987

[Money amounts are in billions of dollars]

Type of partnership

Total gai o
Ins:gw less oi: General Limited
With gain With loss With gain With loss
-27 428 ~29.8 78 -235
-73 44.4 -34.2 9.2 -26.7
-26 48.6 -325 117 -304
-35 55.7 -36.6 140 -36.6
-89 60.5 -424 16.6 -435
-17.4 63.5 -453 16.8 -523
-54 66.2 -43.4 215 -496

SOURCES: Statistics of Income (SOI) Bulletin selected issues; Statistics of Income—1978—82.
Partnership Returns; and unpublished data from Office of Tax Analysis and SOI Partnership data
files.

Looking at these figures together, it can be noted
that despite the increasing losses of loss partner-
ships (both general and limited), the number of loss
partnerships and the number of partners in them
both increase through 1986. Such behavior is
counter to conventional economic motives which
would have predicted resources (firms and inves-
tors) expanding in profitable activities and declining
where losses were incurred. The observed patterns
are instead consistent with tax sheltering motives.
For 1987, the pattern changes and the dual motives
of partnership ownership (i.e., profit- and loss-seek-
ing) are evident. Gain partnerships show increased
profits while loss partnerships show the first reaction
to TRA.

To understand better the changes for 1987 and
their relation to Tax Reform, the data on net income
are classified by industry in Figure D for 1985-87, the
period "surrounding” TRA. Column 4 decomposes
the $12.0 billion improvement in net income (less
deficit) between 1986 and 1987 by industrial division.
That column shows a number of significant points:

e $6.2 bilion (or 52 percent) of the 1986-87
improvement came in the finance, insurance
and real estate industrial division. This is not
surprising in view of the large and growing
losses in that industrial division before TRA.
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Figure D. —Partnershlp Net Income Less Deflclt by Industrial Division and Selected Industry Groups, lncome Years

1985-1987

[Money amounts are in billions of dollars]

All partnerships ’ General partnerships Limited partnerships
Industrial division, 5
-8 1085 1988 1987 Ghange, 1885 1086 . 1887 Crange: | 185 1888 o - 1987 Change.
(U] @ ()] “ (&) (6) (U @® |- 0. (o) -y an ., (12)
Allindustries T..........c..cooeriernienns -89 - =174 -54 12.(5 18.0 T 181 227 4.6 - -258 -355 - -282 7.3
Agriculture, forestry, and fishing.... -1.0- -09 20 30 -02 -041 23 24 -09 |. -08 -03 06
MiniNg......oooeeeiieceeeneeeeen 1.5 -35 -14 21 0.2 -3.0 -36 -0.7 2.4 ) -05 23 2.8
Qil and gas 33. -27 -13 1.4 0.8 -23 -36 . -12 . 2.5 ©-03 - 23 26
Construction 22 25 28 03 22 24 26 0.2 A 0.1 02 0.1
© Manufacturing ... -11 -05 0.8 "13. -08 -02 - 0.6 08 [. -02 -0.3 0.2 0.5
Transportation, communication, . N N & ’
‘electric, gas, and sanitary services .... -3.1 -30 -38 -08 -19 .~16 -22 =06 -1.1 . =14 -15 . -0.1
Communication ......... RN — -1.7 -2.5 -3.2 - =07 -09. -1.5 ~19 -04 -08 -1.0 -13 -03
Wholesale and retaif trade ..................... 20 23 27 04 1.8 2.2 ’ 25 0.3 © 02 0.1 02 0.1
Finance, insurance and real estate......... -259 '-33.0 -26.8 6.2 -30 . —35 -0.86 29 =230 .| --285 -26.1 3.3
~ Real estate operators.and lessors - . : '
of buildings .......cccveeivcecneniaene -26.2 -32.8 -331 -03 -47 -6.1 -54 . 07 . |- -215 -26.7. ©-27.8 - -11
Subdividers and developers............... -27 -30 . =20 1.0 -13 -05 -06 -0.1 -1.4 =25 -15 11
Holding and* Investment
companles except investment - : | ) .
", clubs and common trust funds ....... 0.6 1.1 4.0 29 08 1.1 1.7 : 0.5 -0.1 -0.1 23 . 24
SEIVICES .oovrvr e i SR 16.5 186 18.1 —05 19.7 21.7 213 - -04 -32 -32 -32 O

-+ nctudes “Nature of business not allocable,” not reported separately.
2 Positive net income (less deficit) less than $0.05 biflion.

Negative net income (less deficit) less than $0.05 billion. ’
' SOURCES: Statistics of Income (SOI) Bulletin, selected issues; Statistics of Income—1978-82, Partnership Returns; and unpubllshed data from Offlce of Tax AnalySIS and SOI partnership data files.

~ ——— Whatis noteworthy, though; is that real estate

operators and.lessors of buildings (the source
. of most of the fmance division's losses) con-
tributed nothing to the 1986-87 decrease in
losses. Indeed, net losses in.real estate grew
slightly, by $0.3 billion. It is also noteworthy
that, within real estate, the net losses of limited
partnerships continued to grow (from. $26.7
billion to $27.8 billion) while they shrank (from
. $6.1 billion to $5.4 billion) for general partner-
~-ships. This occurred even though some
partners in general partnerships; but.not in
limited partnerships, would qualify for the spe-
. cial $25,000 exemption from the passive. loss
limitations. for losses from “active" real estate
activities.

Does the experience in the real estate industry
~ mean that TRA had little effect on real.estate
_tax shelters? To the contrary, the fact that real

estate losses in limited partnerships grew by

only $1.0 billion, or 4 percent, is a sharp
reversal of the trend of the rest of the decade
when losses grew by 30 percent per year.
. This reduction in losses is more remarkable

“because it came in. the face of strong

downturns .that the real estate mdustry ex-

perienced in certain geographic areas, par-

ticularly in the Sun Belt States (in part due to

over-building caused by the pre-TRA tax
. benefits).

O

The largest part of the |mprovement in net
income (less’ defncut) in the finance - division
came from holding and investment companles

(other than investment ‘clubs and common

trust’ funds) where net income nearly quad-
rupled between 1986 and 1987 (from $1.1

* billion to $4.0 b||||on) This $2.9 billion increase
~ accounted for 24 percent of partnershnps total

improvement between 1986 and 1987. How
much of this is a response to TRA is uncertain.
On the one hand, some of the increase might
be due to investors looking for "passive in-

come" to offset their passive losses. On the

* other hand, most of the income reported for

this industry is "portfolio income," in the form
of interest and dividends, not: useful for-
cushlonlng the effect ofthe passnve Ioss limita-
tions. :

About $3 billion, or 25 percent, 'prt"rime total
partnership improvement from 1986 to 1987
came. in agriculture, forestry, and fishing.

-Some of this can be attributed to TRA but

mainly it appears to result from a generally

good year in farmmg [11 12]. .

Oil and gas extractlon in the mining. dwnsuon

. contributed substantially. to the improvement

from 1 986 to 1987. While the energy sector.as
awhole was recovering dunng this period from
the sharp decline in oil prices in late 1985, the
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partnership figures suggest a strong response
to TRA. QOil and gas extraction was one of the
few industries granted major exceptions to the
passive loss limitations. Basically, losses from
most general partnerships in oil and gas could
continue to shelter ordinary income from other
sources, while losses from limited partner-
ships in oil and gas could not. The numbers
in Figure D show a turnabout among oil and
gas limited partnerships from a loss of $0.3
billion for 1986 to a gain of $2.3 billion for 1987.
At the same time losses among general
partnerships in oil and gas grew from $2.3
billion to $3.6 billion. Both of these changes
are consistent with the incentives provided by
TRA.

This discussion suggests that partnerships
responded to the tax shelter provisions of TRA in
1987, but not nearly as much as the $12.0 billion
improvement in net income would imply. Since the
passive loss limitations apply only to losses flowing
through to individuals, many corporations can still
benefit from tax shelter partnerships. It is likely,
therefore, that some of the market for tax shelters
may have shifted to corporations. Nevertheless, as
the phase-in of the passive loss limitations proceed
and partnerships are able to restructure even their
iliquid investments, it can be expected that partner-
ship losses, the number of partnerships, and the
number of investor/partners will continue to decline
in those industries in which pre-TRA provisions were
a large part of their attractiveness.

ANALYSIS OF INDIVIDUAL INCOME TAX
RETURN DATA

This section examines partnership data reported
on individual income tax returns to see if TRA ap-
pears to have reduced (1) the amount of partnership
losses claimed by individuals, and (2) the use of
partnership losses by high-income taxpayers to
lower their income tax liabilities.

Figure E presents time series data on total and net
ordinary income and losses from partnerships as
reported on individuals’ income tax returns [13]. The
increases in losses that persisted through 1986 were
reversed abruptly for 1987, decreasing by $17 billion.
Combined with a growth of $4 billion in total income,
partners’ net income increased by $21 billion. The
passive loss limitations are undoubtedly responsible
for much of the reversal in losses. Directly, the limita-
tions disallowed approximately $10 billion in partner-

Figure E.—Partnership Ordinary Income and Losses
Reported on Individual Income Tax Returns, 1980-1987

{Money amounts are in billions of doilars]

tncome Net Total Total
year loss* income toss

M (] (€]

96 208 20.2
-0.1 31.1 31.2
-07 33.0 338
-23 36.2 385
-8.2 38.6 46.8
-85 455 54.0

-13.0 48.2 61.2

8.2 52.0 43.82

! Includes “expense deduction.”

2 Deductible loss after passive loss limitations.

SOURCES: Internal Revenue Service, Statistics of Income—individual Income Tax Returns, for
1980-1986; unpublished data from Office of Tax Analysis, Individual Income Tax Modet, 1987.

ship passive losses [14]. Indirectly, taxpayers would
have responded to the limitations to some extent by
diverting investment into other activities, further
reducing reported partnership losses. Other
provisions of TRA, such as the reduction in ac-
celerated depreciation, would have reduced the tax
losses associated with new investments. However,
improvements in general economic conditions could

" have contributed to the change in partnership net

income as well. Separating the indirect response to
TRA from the effect of other factors would require a
behavioral model that is beyond the scope of this
article.

A complication in interpreting these figures is that
the 1987 partnership figures do not include "portfolio
income" (interest, dividends, and royalties) earned
by partnerships, while figures for earlier years do
[15]. This would tend to understate the gains and
overstate the losses for 1987 relative to previous
years. Based on the reporting of interest and
dividends at the partnership level, income may be
understated as much as 20 percent, while losses
may be overstated only about 5 percent.

Figure F shows the relative magnitude of the
different categories of partnership losses for 1987,
This chart represents all partnership losses reflected
on individual income tax returns for 1987 [16]. The
slices of the pie show the type of loss -- active or
passive -- and, if it was passive, whether it was
disallowed, and, if allowed, why.

e Of all partnership losses for 1987, 23.4 per-
cent were "active" losses and were therefore
not affected by the passive loss limitations.

For the passive losses:

® 256 percent of total losses were passive but
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Flgure F

Year 1987

‘Treatment of Partnershrp Losses on Individual Income Tax Returns, Income:

Active losses

allowed \}

Passive losses
. allowed by
_passive mcomN>

_ Passive losses
& disallowed

Passive iosses
allowed by
rental exception

Paslvlslve Ié)gses
allowed by
R phase in "~

"Total lossés, $53.8 billion

offset by passnve income;

0 27 4 percent of total Iosses were passnve but
were-allowed because of the gradual phase-in
of the Ilmltatlons

L0 51 percent of total Iosses were passrve but
'benefrted from the special treatment of certain
rental Iosses and :

o 18.6 percent, or about $10 b|II|on .were pas-
sive and dlsallowed .

if the partnershlp Iosses reported by all rndlwdual
taxpayers were lower for 1987, does that mean that
“high-income ‘individuals used them less to reduce
their tax liability? How has the use of partnership
losses to reduce tax: liability:for high-income tax-
payers changed. with Tax Reform? Figure G helps
address these questlons wuth data from 1983
through 1987

In Figure G, a measure of income is used that

rgnores taxpayers Iosses in determlnlng whether or

not they have high-incomes. The measure, total

posntnve incoime, or TPI, looks onIy at posrtlve sour-‘
ces of income, viewing people as high income if they
have large amounts of "gross" income with ho netting

of losses’ [17,18]. Fugure G reportsthe fraction of TPI; ,
offset by partnershlp losses for returns with at _Ie st

$250,000 of TPI. These hlgh TPI returns _are clas-

sified accordlng to thelr |ncome tax burdens relatlve

to TPI :

Figure G shows that, for high-income returris,
partnership losses did indeed off_set a smaller frac-

Flgure G —Partnershlp Losses asa Percentage of Total
Positive Income (TPI) for Taxpayers with TPl Over
$250,000, by. Percentage of Taxes to TPI, 1983-1987

P"’“““’g" of ! 19sé 1984. 1985 " 1e8 " ser
‘ _ M @ ) @ ®
All high TPI (@US. ... . 1. 108 [ 108 | 113 | o1 | 85, B
Less than 5 percent.......... 1" 362 421 | 459 ar7 | asert
.5 percent under. 10 percent .. 214 22:9 241 -. 236 . 2130y
10 percenit under 20 percent 91 "78 7.0 53 1.0
20 percent or more 36 | 36 | ‘a7 L.80 | rage

Source: Unpubhshed data from Office of Tax Analysis: Individual Income Tax Models.
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tion of TPI after Tax Reform than before it [19]. This
conclusion is particularly true for returns with the
smallest fraction (less than 5 percent) of their TPI
reportable as tax.

For returns with low tax burdens, partnership los-
ses had been offsetting an increasing fraction of TPI
before TRA, from 36 percent for 1983 to nearly 48
percent for 1986. For 1987, however, the trend was
sharply reversed and deductible partnership losses
offset no more of TPI than they did for 1983. As the
period for phasing-in the passive loss provisions
expires, this effect can be expected to grow.

SUMMARY AND CONCLUSIONS

The goal of this article was to see, based on the
first returns filed under the 1986 Tax Reform Act (i.e.,
forincome Year 1987) whether the Act was achieving
its intended effect on tax shelter partnerships. This
article presents evidence suggesting that this has
begun to happen, although there are instances
where the anticipated effects were not as prominent
as had been hypothesized. Nevertheless, TRA has
had a definite impact on tax shelter partnerships.

At this point, the early effects of TRA are more
evident among individual partners than among the
partnerships themselves. Net income from partner-
ships reported on individual income tax returns in-
creased by at least $21 billion for 1987, and perhaps
by more than $30 billion, if interest and dividends
received by individual partners, which are now
reported separately on the individual income tax
return, Form 1040, are taken into account. Ap-
proximately $10 billion of this came from losses
directly disallowed by passive loss limitations. An
. undetermined amount of the remaining improvement
represents an indirect response to TRA. Among
high-income taxpayers, the role of partnership los-
ses in sheltering income from taxation shrank, par-
ticularly among those with low tax burdens.

On the partnership side, net income improved by
$12.0 billion for 1987. While some of this remains
either unexplained or is attributable to factors other
than TRA, the improvements in the mining and real
estate industries, in particular, are consistent with a
response to TRA. (In real estate, part of the response
is simply slowing growth in losses among limited
partnerships, rather that an absolute decrease in
losses.) The declines for 1987 in the number of loss
partnerships and the size of their losses in combina-

tion with increases in the number and profits of gain
partnerships are further signs of the effect of TRA.

Finding a larger response of TRA at the individual
level than at the partnership level is consistent with
expectations. The passive loss limitations affect the
tax liabilities of individuals, giving them incentives to
move out of tax shelters. Since corporate partners
can still benefit from the tax advantages of tax shelter
partnerships, many partnerships have less incentive
to eliminate tax losses than do individual partners.

As tax return data for 1988 and later years become
available, more evidence of responses to TRA are
expected. The passage of time will provide in-
creased liquidity to partnerships to restructure their
portfolios and to individuals to sell or terminate in-
vestments that no longer provide immediate tax ad-
vantages. Additionally, the phase-in of the passive
loss provisions will end. Partnership losses, the
number of firms, and the number of investor/partners
are likely to continue to decline in those industries in
which pre-TRA tax provisions were a large part of
their attractiveness.
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which could be personally liable for the' obllga-
tions of the partnership. A "limited" partner-
ship is one in which the liability of one (or
more) partners was generally limited to the
amount the person had rnvested (the amount
at nsk“)

-See footnot_e_ 2

See footnote 5.

An S Corporation was generally a 'small cor-
poration, with no more than 35 shareholders

(primarily individuals), electing to be taxed at
the shareholder level.

[10] For 1987, 65 percent of passive losses from

pre-TRA investments were allowed; for 1988,
40 percent; for 1989, 20 percent; for 1990, 10
percent; and none for 1991. :

[11] An example of an industry affected by TRA is

___beef_cattle_except feedlots,-which-had— — —

benefited from treating most income as capital
gains and deducting most expenses from or-
dinary income. This industry switched from a

~ net loss of $0.3 billion for 1986 to a net gain of

$0.7 billion for 1987.

. [12] According to the Department of Agriculture,

net income of farm operators from farming
rose from $37.5 billion for 1986 to $46.3 billion
for 1987. See Economic Indicators ofthe Farm
Sector: National Financial Summary, annual,
U.S. Department of Agriculture; Economic Re-
search Service. ' "

[13] Net (ordinary) income or loss on individuals’

returns (Figure E) frequently differs from the
comparable figures for partnershlps (Figures
C and D) because not all partners are in-
dividuals and because of the income reporting
requirements on individual income tax returns,
as described below. C ’

"Total income" as reported in Schedule E,
Supplemental Income Schedule, Individual In-
come Tax Return, Form 1040, is the sum of
positive net income from gain partnerships,
including separately treated items reported on
Schedule K-1, Partner’'s Share of Income,
Credits, Deductions, Etc., such as guaranteed

- payments to partners. "Total loss" is the sum

“of net Iosses from partnershlps adjusted for
guaranteed payments to partners and for
other separately-treated |tems T

Partnershlp totals based on Schedule E Form
1040, ‘differ from those on’ the Form 1065
partnershlp return mcome statement for
reasons such as the follownng ' '

(a) the amoUnts shown on Form 1040 are

-after the "at risk" and (for 1987) the "pas-

~ sive loss" limitations imposed on partners

(the "at risk” limitation restricts the allow-

able losses limited partners can deduct to
the amounts they invested);

(b) guaranteed payments-to partners and
certain other separately-treated items (ex-
cept capital gains) are handled differently
in computing net income, by the partner-
ship and by the partners on Form 1040 (for

__instance, in the case-of-guaranteed-
payments, they are deducted by the
partnership in computing partnership net
income on Form 1065, but areincluded as
income by partners in computing partner-

' Shlp net |ncome on Form 1040); and

(© partners other than individuals share in
partnership income (or loss).

[14] Estimate'made by Susan Nelson.

[15] In general, starting with 1987 partnership

"portfolio income" was reported on the in-
dividual income tax return schedules accord-
ing to the type of portfolio income and thus
was not reported as income from partnerships.

Previously, total partnership portfolio income

was combined under income from partner-
ships. '

[16] Because of how passive losses are reported

on the individual income tax return, some of
these figures had -to be estimated for many
returns. For partnership income, only active
losses and total allowed passive losses are
directly reported. Disallowed passive losses
and the allocation of allowed passive losses
accordlng to thereason for their being allowed
“were estimated by Susan Nelson from returns
with more than one type of passive loss.
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[17] Total Positive Income (TPl) measures “gross”

income reported on individual income tax
returns before losses. Specifically, it sums all
positive amounts of income on the Form 1040
return and accompanying schedules, before
losses or exclusions (such as the 60 percent
exclusion of long-term capital gains allowed
before 1987) or deductions which reduce ad-
justed gross income (such for contributions to
individual retirement arrangements, or Keogh
retirement plans). :

(18]

[19]

See footnote 3 for a similar use of the TPI
concept.

For all high-income returns, Figure G shows
partnership losses covering notably less TPI
for both 1986 and 1987 than before. The drop
for 1986 is due less to a reduction in partner-
ship losses than it is to a jump in TPl as
taxpayers realized their capital gains before
the Tax Reform Act ended the partial exclusion
of long-term capital gains from adjusted gross
income.
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